In this paper we provide a strategic explanation for the spontaneous convergence of legal rules that nevertheless, in many instances, falls short of unification across jurisdictions. We identify a free-riding problem and discuss its implications for legal integration. We argue that countries hesitate to adapt their laws to those of another jurisdiction because they hope to free ride on efforts toward convergence. Unification (by transplant) and harmonization (by convention) of legal rules emerge as obvious corrective interventions to a coordination failure, thus solving the free-riding problem. However, unification and harmonization could also be serious policy mistakes either because convergence is absent owing to very high costs of importing and adjustment or owing to agency costs.
INTRODUCTION
The extent to which one legal system may adapt its own principles and procedures to those of foreign jurisdictions has been the subject of an interesting recent literature (notably, Legrand 1996 Legrand , 1999 Hesselink 2001) . The issue is important in an age when considerable efforts are being made to integrate legal systems, particularly within the European Union. But it is part of a bigger set of questions concerned with how legal systems evolve in relation to one another. Jurists have not been slow to develop theories on such evolution (for example, Watson 1985; Zimmermann 2001 ) but have largely ignored economic explanations.
In a recent important paper, Berkowitz, Pistor, and Richard (2003) argued that the ability to successfully adapt transplanted law to local conditions has a major effect on economic development. Also, in recent years, the field of comparative economics and institutional analysis has experienced a renewed interest that focuses on efficiency of legal systems, consequences of transplantation, and the politics of institutional design (see Djankov et al. 2003a Djankov et al. , 2003b . A major step forward was taken with the hypothesis that competition between the suppliers of legal rules will significantly influence the evolution of law (see, especially, Mattei and Pulitini 1991; Mattei 1994; Ogus 1999 Ogus , 2002a .' If domestic industries competing in international markets find that their national legal system imposes on them higher costs than those incurred by their foreign competitors operating under a different jurisdiction, they will apply pressure on their lawmakers to reduce the costs. That demand will be strengthened by the threat of migration to the more favorable jurisdiction, assuming that there are.no barriers to the freedom of establishment and to the movement of capital. Also, to the extent that this is allowed by the private international law of their home jurisdiction, firms may be able to select the jurisdiction whose principles are to apply to their transactions or business. As regards supply, lawmakers are likely to respond positively to the demand from domestic industries because pressure by the latter can have a decisive influence on politicians' behavior. Lawmakers will also be motivated, particularly in small countries heavily dependent on international trade, to attract firms from other jurisdictions and multinational corporations since that should entail increased investment, demand for labor, and tax revenue.
In the United States, there has been a long debate over the merits and demerits of competitive regulatory federalism by emphasizing the pressure for legal change from trade of goods and services and mobility of physical or human capital versus undesirable social outcomes (for example, Levmore 1983; Sykes 2000) . In corporate law, for example, 1. For a more general discussion of competition between jurisdictions within the United States and the European Union, see Esty and Geradin (2001) . the discipline introduced by market forces enhances presumptive benefits from competition, although under some conditions competitive federalism may fail to produce the socially optimal outcome (Romano 1987 (Romano , 2002 (Romano , 2005 Bebchuk 1992; Bebchuk and Hamdani 2002; Kahan and Kamar 2002; Bebchuk and Cohen 2003; Roe 2003) . Similarly, in environmental law, where the costs imposed by regulating industrial pollution could generate adequate interstate competition, there may nevertheless exist constraints that introduce resistance to the most efficient outcome (Revesz 1992 (Revesz , 1996 (Revesz , 2000 . Other areas of law, such as corporate fraud or product liability, have been discussed to similar effect (for product liability, see Hay 1992; for corporate fraud, see Ribstein 2002 ; in a broader constitutional context, see Posner 1987) . Generally speaking, the law and economics literature is not positive concerning the merits of unification of law in the United States and harmonization of law in Europe (for the United States, see Ribstein and Kobayashi 1996a, 1996b ; for the European Union, see Easterbrook 1994; Mattei 1998; Esty and Geradin 2000; Linarelli 2003; Faure 2003) .
In an earlier paper (Ogus 1999) , one of us investigated the implications of the analysis for the acceptance of transplants (meaning unilateral adoption of legal norms from other jurisdictions) and convergence between legal systems. It is envisaged that such a development is likely to occur in relation to homogenous legal products, those areas of law in which there is unlikely to be a significant variation in preferences between market actors in different jurisdictions. The best examples are to be found in facilitative law, which provides mechanisms for ensuring mutually desired outcomes (contracts, corporations, other forms of legal organizations, and dealings with property). The assumed preference is for the minimization of legal costs. In contrast, there is no expectation that competition between national systems will lead to a convergence of heterogeneous legal products that can be mainly identified with interventionist law (tort and regulatory law, but also those aspects of contract, property, and corporate law that confer protection on parties assumed to be disadvantaged by processes of free bargaining, for example, consumers, employees, tenants, and [in some contexts] shareholders). Here preferences may vary between countries as to the different combinations of the levels of legal intervention and to the price that must be paid for them. If this is the case, there is no necessary expectation that competition between national legal systems will lead to convergence, since much will depend on national preferences regarding the level of protection. ' Nor is it to be assumed, in relation to homogenous products, that competition will always prevail. There are key players in the processes of legal change who may find it in their interests to oppose competition. Professional lawyers are the most prominent in this category; inside or outside government, they can exert a huge influence on outcomes, in particular by their evaluation of what is legally feasible. Some lawyers may benefit from the increased demand for their services following migration to their jurisdiction or adoption of it under a choice-of-law clause. That would suggest a strategy of supporting cost-reducing law reform as a response to the pressure of competition from other legal systems. On the other hand, it is perhaps equally likely that the majority of lawyers would benefit from resisting the competitive processes, maintaining their control over the supply of domestic legal skills, and deriving increased income from unreformed and more costly legal principles (see Hadfield 2000; Ogus 2002a ; but see Ribstein 2004) .
In this paper, we provide a model of interactions between jurisdictions based on the balance between, on the one hand, the pressure for convergence generated by transboundary trade of goods and services, including capital, and, on the other, the costs of adjustment (including rent seeking). Our first step is to illustrate the idea of legal transplants as an equilibrium outcome of a game played by a continuum of jurisdictions. If there is transboundary interaction between different sets of legal rules and practices, there are several possible equilibria. Convergence (in the sense of adoption of, or adjustment to, norms from other sets of legal rules and practices) of legal rules is likely if importing and adjustment costs are low and symmetric and unlikely if such costs are high and asymmetric. Transplants are likely if importing and adjustment costs are asymmetric and low for the influenced country. A first simple model is developed in Section 2.
Nations, more specifically national legislatures, are the focus of attention in our model. Nevertheless, we recognize the impact of individual decision making on legal developments. We explicitly discuss the role of private intermediaries who, through their choice of legal system,-can influence the convergence of legal regimes and practices, thereby reducing the need for public intervention. Also, we note that public harmo- nization of legal regimes and practices restricts the choices available to individuals when involved in transboundary transactions.
The concepts of convergence, harmonization, and unification seem to be imprecise notions in comparative law (see Smits 1998) . Convergence is used to refer to the coming together of legal systems, concepts, principles, or norms. Harmonization is seen as an approximation of national or state laws by virtue of provisions laid down by law, regulation, or administrative action. Unification is an extreme version of harmonization in which differentiability or flexibility is ruled out and no derogation in the preempted areas is allowed.
3 Implications for harmonization and unification from our model are considered in Section 3. In Section 4, we discuss the implications of a free-riding problem that makes it impossible for a unique legal culture to emerge. Unification and harmonization of legal rules by a "supergovernment" or a central authority in a legal federation could be the response to a market or coordination failure. However, unification and harmonization could also be serious policy mistakes, depending on the parameters of the present model, either because import and adjustment costs are simply too high or because of duplication of costs. These two observations generate different predictions and legal policy implications with respect to unification of law in the United States and harmonization of law in Europe as well as legal development in former colonies. These implications are discussed in Section 4, and we conclude with some final remarks in Section 5.
A FIRST SIMPLE MODEL
Suppose that there is a large number of countries or jurisdictions, each with a different initial set of legal rules and practices. Jurisdictions are randomly matched in interactions within their productive activities in goods and services, including capital flows. For any given match, these transboundary activities are affected by the legal rules and practices of both jurisdictions. Each jurisdiction has some willingness to adapt to its partner's legal rules and practices by changing its own legal order. The strategies available to players in this game are {W, N), where W stands for willingness and N for no willingness to change legal order.
Our definition of willingness to change is somehow related to trans-3. Our understanding is similar to van Gerven (2004) .
planting. However, transplants are usually perceived as unilateral changes of a legal order by which one jurisdiction imports legal norms from another jurisdiction. The transplant effect consists of developing a given legal order by (partially or fully) importing and adopting foreign law and legal practices (taking the view and the taxonomy in Berkowitz, Pistor, and Richard 2003) . In our model, we allow for the possibility that both jurisdictions adjust their legal systems. In fact, willingness to change in this model means being receptive to accommodating rules and practices from another jurisdiction or having a flexible position concerning especially facilitative legal rules and practices. Thus, we prefer to use willingness to change as a more general way of looking at transplants. No transplanting is of course a consequence of no willingness to change, since it indicates development of a given legal order internally with no influence or concern for outside law and legal practices. When we say in our model that both jurisdictions are willing to adjust legal rules, it does not mean that both will adopt exactly the same rules or that the emergent law will be the same for both. What we have in mind is that both countries are willing to exert some effort to accommodate or make concessions to foreign jurisdictions and that this effort is costly.
since it could be seen as both parties agreeing on some common legal ground.
2. Jurisdiction A is willing to adjust (import legal rules), but jurisdiction B is not willing to adjust. This outcome can be seen as a transplant effect.
3. Jurisdiction B is willing to adjust (import legal rules), but jurisdiction A is not willing to adjust. Again, we have a transplant effect, but in the opposite direction.
4. Both jurisdictions are unwilling to adjust their legal orders.
When both partners are willing to adjust legal rules and practices, the payoff of each player is 1 -oiL, where 1 is the (normalized) expected gain from being able to successfully interact with other countries and oiL is the total cost of adjusting to other legal rules and practices, with i = A, B. The higher L is, the higher the total cost relative to the payoff from being able to successfully interact with other countries; the higher Ui is, the higher the cost of adjusting to other legal rules and practices for country i. In a symmetric game without duplication of costs in the technology of adjustment, we would expect ai = ' for both i = A, B. With duplication of costs in the technology of adjustment, we would have a, = o,> ', which means that there is some waste when both jurisdictions adjust their legal frameworks. Conversely, with reduction of costs in the technology of adjustment, we would have a, = uB < ', which means that there are some savings. Finally, in an asymmetric game, we can have oA * uB For each jurisdiction, the total cost of adjusting includes (1) the direct costs of acquiring information, importing (for example, drafting a new law) and learning foreign legal rules and practices, and interpreting and applying them; (2) the rent-seeking or entrenchment costs of those who plausibly lose from changing legal rules (long-entrenched interests) and are willing to waste resources to avoid those changes (for example, lawyers or the bar association), with particular reference to litigation costs; (3) indirect costs due to the potential loss of legal coherence or consistency and potential contradictions and instability within the emergent law, given that some areas of the law will be more changed than others (that is, the complementarities of the law across different areas); 5 (4) private legal-order costs that result from limiting the individual ben-5. This problem has been highlighted in an important branch of the comparative law literature. See Legrand (1996 Legrand ( , 1999 and Teubner (1998) . efits from opting out of the current legal order or developing third-party arrangements, that is, by imposing public adjustment of the law, which is an imperfect substitute for private adjustment (assuming that existing arrangements allow for such adjustment); and (5) costs arising from lack of innovation since systems without local variations are less likely to innovate and adjust to dynamic preferences (for a more exhaustive listing of costs, see Ribstein and Kobayashi 1996a) . We should also consider that if the law is adjusted by private influence (for example, a choiceof-law provision from a certain state to govern sovereign bond covenants), by the action of courts (for example, case law by the European Court of Justice or jurisprudence by the U.S. Supreme Court), or by the legal practice of multinational law firms (for example, by choosing a jurisdiction as the seat of the corporation or by a choice-of-law clause in a contract), the benefit from public adjustment of the law is lower, and therefore we should say that the relative cost is higher.
If only one partner is willing to adjust the legal rules of its jurisdiction (that is, only one partner is willing to exert some effort to accommodate or make concessions), both players get 1, but only the partner introducing changes in their legal order bears the cost riL with i = A, B. Naturally, we assume that ri> ai for all i = A, B; that is, the costs of adjustment are higher for a given country when the change is unilateral. Finally, if neither is willing to adjust its legal rules, then both players get zero since interaction is less successful. Table 1 summarizes the payoffs of the game.
In a symmetric game we would have qA = aD and rA = r,, where each player has the same set of payoffs. However, in reality some countries have more influence or more ability to impose their own legal rules and practices and thus are more protected from the influence of foreign jurisdictions. The countries that are less prone to be influenced are called origins, and the remaining are called transplants. Which countries are origins is a matter of empirical controversy. 6 In our model, origins are characterized by higher a and r owing to the ability to exercise power over the other jurisdiction, which in turn will have a lower a and r.
Origins have an advantage in the sense that their partners face a lower cost of switching, not only because origins are more powerful but also because many more countries will imitate them, hence creating a network effect (on legal culture as a network, see Ogus 2002a) . Although the effect is not modeled here, it is taken into account in our postulate that transplants have lower switching costs. Origins are often considered as giving rise to legal families (for example, common law and civil law; see Zweigert and K6tz [1998] on origins and legal families), and adaptation within families is cheaper than between different families. In summary, we consider that different legal regimes and practices may be more or less costly to adopt, depending on their influence. This is measured by higher switching costs for the more influential country and lower switching costs for the less influential country. Similarly, a regime that is well known and used may be cheaper to switch to than a brand-new regime (regardless of whether or not the countries are origins or transplants).
In Table 1 , notice the coordination problem of adjusting legal rules and practices. Country A would prefer its own set of legal rules and practices to prevail, while country B would prefer its own set of legal rules and practices to prevail. The reason for that is that adjusting is costly. However, if no adjustment takes place, no productive interaction occurs, and both have a zero payoff. As a consequence, the equilibria of the game result in different legal cultures prevailing in the long run. The solution to the game depends on the total costs being more or less than the expected gain normalized to one. In other words, the characterization of legal culture depends on the cost of importing and adjusting to different sets of legal rules and practices relative to its benefit. Case 1. Suppose that minrA, rB}L > 1 (import and adjustment costs are relatively high for both countries). There is a unique Nash equilibrium given by no effect. Since adjustment costs are very high, both countries choose not to import and adjust to the other's legal rules and practices. Case 2. Consider now the case in which min{rA, rB}L < 1 < max{rA, 6. England, France, and Germany are uncontroversial origins. There is some controversy concerning Austria, Denmark, Finland, Norway, Sweden, Switzerland, and the United States and a very serious dispute with respect to Portugal and Spain. See Berkowitz, Pistor, and Richard (2003) .
rB}L (important and adjustment costs are relatively high for one country-the origin-and relatively low for the other country-the transplant). There is a unique Nash equilibrium given by transplant in which the country with lower costs adjusts to the country with higher coststhe origin.
Case 3.
The last possible case is one in which maxrA, r 0 )L < 1 (import and adjustment costs are relatively low for both countries). There are two Nash equilibria given by transplant (W, N) and (N, W) in pure strategies. There is also a mixed strategy equilibrium in which country A plays W with probability x and plays N with probability 1 -x, and country B plays W with probability y and plays N with probability 1 -y. The probabilities x and y are given by
respectively. This type of game in known in game theory as Hawk/Dove or Chicken.
By making use of mixed strategies in population games, we can say that a proportion x of type A players will choose W and 1 -x of type A players will choose N; also a proportion y of type B players will choose W and 1 -y of type B players will choose N. As a consequence, the expected payoff of each player is given by x for country B and y for country A, thus decreasing in L. We call this outcome convergence since it is possible that some approximation between both countries takes place, the degree of actual convergence being higher when adjustment costs are lower.
In Figure 1 , we represent the possible equilibria of the game in relation to different values of the relevant parameters. An important remark is that transplant (in the sense of unilateral switch) as the equilibrium of the game can occur only in asymmetric games in which one country has a much higher cost of adjustment; in symmetric games, there is no transplant, as only convergence is possible.
IMPLICATIONS FOR LEGAL HARMONIZATION AND UNIFICATION
Suppose now that a central or federal authority or a supergovernment exists and could unify or harmonize law by imposing legal rules and practices, which corresponds to enforcing the Pareto-dominant solution on all players. The immediate consequence is that this approach solves a potential market failure by which both players are unable to coordinate and achieve the first-best legal solution. 7 We should nevertheless be alert to the potential costs of this approach, which are discussed at the end of the section. A distinction is made between unification (one or more jurisdictions accept a new set of legal rules and practices that unifies law across countries without differentiability or flexibility) and harmonization (several jurisdictions accept an adjustment of existing real rules and practices by provisions in the law that reduce divergence although keeping differentiability and flexibility). In our view, unification and harmonization are in a sense the centralized counterparts of the competitive solutions that we have designated as transplant and convergence, respectively.
7. This setup makes sense because we have modeled a strictly noncooperative game. If countries may engage in side payments, which they often do, some of the conclusions concerning the need of third-party enforcement are weakened; countries are less likely to free ride if they can easily negotiate over and coordinate their laws. In a sense, this is the usual Coasean solution to externalities. If parties can negotiate at low transaction costs, an efficient solution is achievable without requiring intervention by third parties. However, in many cases, there are high transaction costs (agency costs within states, imperfect and asymmetric information concerning the effects of any given legal change, capture by pressure groups, lack of credibility in self-enforcing agreements, and so on). Hence, an efficient solution might require third-party enforcement as discussed in the text. In order to investigate Pareto dominance, we start by looking at the total payoffs obtained in each possible outcome as shown by Table 2 .
Case 1. Suppose that 0 A + aB> minrA, rB. Clearly a convention is less efficient than a unilateral transplant. There are, however, two possibilities. On the one hand, when we have minirA, rB)L > 2, (N, N) Pareto dominates (transplanting is simply too expensive); on the other hand, when we have minrA, rB)L<2, a unilateral transplant by the country with lower costs-the transplant -from the country with higher coststhe origin-is Pareto dominant.
Comparing the decentralized Nash equilibria and the Pareto-dominant solution, we can identify market or coordination failures that may justify some kind of corrective intervention:
1. minir, rB)L > 2 (transplant is too costly). The no-effect competitive equilibrium is efficient, and no corrective intervention should be attempted.
2. 1 < minir, r,}L < 2. A unilateral transplant by the country with lower adjustment cost Pareto dominates, but the market fails because of the asymmetry on the distribution of costs of adjustment (that is, the public-good nature of transplants). The no-effect competitive equilibrium is inefficient, and there is the possibility of a corrective intervention of the type we have designated as unification.
3. minfrA, rB}L < 1 and max{rA, rB)L > 1. The transplant competitive equilibrium is efficient, and no corrective intervention is required.
4. maxrA, rB)L < 1. The convergence competitive equilibrium is inefficient since a unilateral transplant by the country with lower adjustment costs Pareto dominates. Some corrective intervention is useful to partially solve the inability of the market to arrive at complete convergence, a situation that we define as partial unification. However, this is a complex situation in which the convergence competitive equilibrium has already induced a waste of resources since the country with higher In Figure 2 , we represent the possible equilibria of the game alongside the possible market failures in relation to different values of the relevant parameters. Corrective intervLntions are more likely to be effective when the game is symmetric. Nevertheless, unification imposed by a third party can be a serious mistake when adjustment costs are very high or when transplant is already the competitive equilibrium. Finally, for low adjustment costs, we should have only partial unification, although there will be a waste of resources because of the expensive competitive convergence.
Case 2. Suppose aA + a, < min{rA, rB}. Clearly a convention is more efficient than a unilateral transplant. There are two possibilities. On the one hand, when we have (qA + ua)L >2, (N, N) Pareto dominates (a convention is too expensive, and hence it is not efficient); on the other hand, when we have (aA + aB)L < 2, it is (W, W) that Pareto dominates (convention is the most efficient outcome).
Comparing the decentralized Nash equilibria and the Pareto-dominant solution, we can again discuss market or coordination failures when a convention (which is never a Nash equilibrium) is more efficient than pure transplant:
1. (uA + UB)L --2 (convention is too costly). The no-effect competitive equilibrium is efficient, and a corrective intervention should be avoided. 2. 1 <("A + 6J,)L < 2 or (uA + oB)L < 1 < minrA, riR}L. The no-effect competitive equilibrium is inefficient since a convention should be achieved. There is the possibility of a corrective intervention, which we have designated as harmonization.
3. (uA + aB)L < minrA, rB}L < 1 and maxfrA, rB}L > 1. The transplant competitive equilibrium is inefficient since complete unification is achieved by the market, but not at the lowest cost.
4. (uA+ u)L<minrA, rB}L<max{rA, rB)L< 1. The convergence competitive equilibrium is inefficient since a convention is Pareto dominant. Some corrective intervention should be addressed to partially solve the inability of the market to arrive at complete convergence, a situation that we designate as partial harmonization. Notice, however, that there is no waste of resources since partial harmonization aims at solving the freeriding problem. In other words, both jurisdictions would be better off with a convention, but they are unable to fully coordinate in order to move there. No country is willing to unilaterally fully adjust its own set of legal rules and practices.
In considering different possible corrective interventions by a centralized authority, we should nevertheless take into account that the Pareto-dominant solution is not a Nash equilibrium. Thus, unification and harmonization force players to coordinate, but at the same time one must make sure that this coordination does indeed take place since the individual incentives point in the opposite direction (because of the freeriding problem). The inclusion of monitoring and enforcement costs obviously affects the efficiency condition for corrective interventions.
A second important issue is the possibility that unification and harmonization fail to recognize competitive efforts and advances in the approximation of legal rules and practices and hence result in duplication of costs and waste of resources. Another aspect is that countries may make mistakes, and therefore efforts toward unification or harmonization may result in laws that are more difficult to change over time.
These agency, monitoring, and enforcement costs, as well as duplication of adjustment costs with the possibility of mistakes, imply that the upper limit on adjustment costs to guarantee efficient unification or harmonization is strictly below 2 in the model. Therefore, it is possible that in some of the cases, harmonization or unification should not be pursued because there is a government failure (with high agency costs) substantially more important than a market or coordination failure.
DISCUSSION
We summarize the results of the model developed in the previous sections in Table 3 . One possible interpretation for the three levels of adjustment costs (high, reasonable, and low) can be drawn from the concepts of facilitative and interventionist law, referred to in Section 1.
1.
Interventionist law is expected to have relatively high adjustment costs since there is no obvious gain in terms of flow of tradable goods and services and since it is usually part of a long-entrenched system.
2. For facilitative law, where convergence has been driven by private willingness to adjust (law firms, private parties, or courts), public adjustment costs are not low. As we noted in Section 2, the costs of adjustment for private law could be relatively higher because the expected additional benefit is not so important (since public adjustment is an imperfect substitute for private adjustment of the law and legal practices) but not extremely high since these are areas not so long entrenched in the dynamics of the private intermediation. We suggest that the situation of facilitative law with substantial private intermediation can be understood as one of reasonable costs.
3. Facilitative law in areas with negligible private intermediation are plausibly those with low adjustment costs since the expected additional benefit from convergence by public authorities is more substantial.
An important issue in the policy implications is the symmetry of the game. We put forward two alternatives.
European Union and United States: Symmetric 6ame.
The economic and military balance of power is loosely symmetric within these unions. Conventions by mutual agreement are expected to be less expensive than unilateral transplants given the economic and political complementarities.
Former Colonial Empires: Asymmetric 6ame.
The balance of power clearly favors the origin. Unilateral transplant is more likely than con- ventions, not least because of the complexity of the affected and entrenched interests in the former colonial power.
We can now present Table 4 as a suggestive summary of the implications of our model: Let us start by considering countries with less economic and military power (for example, former colonies). Typically, they are characterized by incipient private intermediation in the creation of legal rules and practices (not to be confused with corruption of public authorities). Our model suggests that they will transplant areas of the law that are fundamentally facilitative and less so areas that are interventionist (for corporate law and financial markets regulation, see La Porta et al. 1997 Porta et al. , 1998 Coffee 1999; Choi 2002; Beck, Demirguc-Kunt, and Levine 2003a, 2003b; Pistor et al. 2003a Pistor et al. , 2003b and Rajan and Zingales 2003 ; for labor law, see Botero et al. 2004 ; for other aspects of the law, see Mahoney 2001) . Unification of law raises serious questions given the possibility of agency costs (see Berkowitz, Pistor, and Richard [2003] on the costs that might undermine the economic success of transplants).
A corollary of these observations is that convergence of interventionist law is less likely, and more variance across jurisdictions should be observed. This seems to be supported by evidence that variations in areas such as tort law, family law, and administration of justice are more pronounced than in areas such as business law (for tort law, see Hartlief 2003; for more general legal institutions, see Chong and Zanforlin 2000; Djankov et al. 2002 Djankov et al. , 2003a Djankov et al. , 2003b La Porta et al. 2004 ; for a more general discussion, see Vranken 1997) .
With respect to balanced federal jurisdictions (United States and European Union), our model suggests that we should observe areas of the law with weak convergence (interventionist law), areas of the law with some convergence driven by private intermediation and in which harmonization is highly questionable, and finally areas of the law with convergence driven by state (United States) or national (European Union) authorities in which partial harmonization might be useful to solve a market or coordination failure.
Concerning harmonization across federations, our analysis leads us to three important observations. First, our model gives support to incremental harmonization as a complement to convergence of legal systems and not total harmonization as a substitute for convergence, as it will most likely generate a duplication of costs (see Wagner [2002] on incremental harmonization).
Also consistent with our model is the observation that harmonization
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0~~ 0 u U CLC of private law (typically facilitative law with substantial private intermediation) is more controversial than harmonization of public law or regulation (many areas are facilitative law with less private intermediation) (see Caruso 1997; Legrand 1997; Joerges 2002; van Gerven 2004) . In the European Union, major steps for harmonization have been taken primarily in facilitative law with little private intermediation (antitrust and administrative law, and regulation in general). Nevertheless, to some extent, such steps raise doubts concerning current European policy that aims at partial harmonization of interventionist law or facilitative law with substantial private intermediation by the imposition of minimum standards (see Farr 1996; Joerges 2002 ; also see Heine and Kerber 2002) . Also in relation to international trade of goods and services, we suggest that current policy efforts might not be well advised since they seem to target areas with key private intermediation (for a comprehensive discussion of this problem, see Sykes 1999) . Finally, within a given area of the law, harmonization should target specific subareas in which interstate coordination is more difficult and private intermediation is weak. An immediate example to support this is tax law. Our model predicts that corporate tax regimes will be less different across countries than will income tax regimes for two reasons. The transboundary effect is certainly more important for corporate tax than for individual tax purposes. At the same time, adjustment costs are probably higher for income tax than for corporate tax law. Hence, while we expect some convergence of corporate tax law, the same would not apply to income tax law, and international developments largely support this prediction (in particular, see Ganghof and Eccleston 2004) .
Our model gives rise to much caution in endorsing harmonization, because of agency costs (but see Trachtman 2000) . Harmonization can be a corrective intervention, given a market or coordination failure, but we should be careful concerning the other side of the coin, a government failure. Monitoring and enforcement are more costly when the authority harmonizing is not able to easily measure and compare changes (for a discussion of this problem in the context of consumer protection, see Ogus 2002b ). The European experience once more provides evidence: it has been easier to unify institutions and minimum legal standards or requirements than substantive and extensive legal rights and obligations. Maximal harmonization of consumer protection, a fairly modern legal intervention, seems to be easier to achieve than that of contract law or tort liability which are much more specific to each member state (see Wagner 2002; van Gerven 2004) . The existence of general principles of law common to the member states in the European Union is still a matter of debate, and in fact they may contribute to misinterpretations concerning national rules of law (see Legrand 1996 Legrand , 1999 Teubner 1998) .
Monitoring and enforcement costs are also expected to be lower for formal changes than for real changes of legal practices. Although not as welfare enhancing, our model confirms that harmonization at a formal level is presumably more observable than at the practical level. Opposition to such symbolic changes of the law is usually not as strong as opposition to real changes in legal practices. Compliance with formal changes is achieved at a lower cost than compliance with real changes. Arguments against real changes usually include the need for understanding the role of national law, cultural identity, and national values as opposed to internalization of legal practice in which the international market ends up ruling the law and national identity is consequently lost (see Spar 1997; Mattei and Monti 2001 ).
Yet another problem concerning monitoring and enforcement costs of harmonization is the heterogeneity of the federation, not only in terms of the obvious consequences for a more difficult bargaining process but also because it generates a more diverse recruitment of judges and advocates general and consequently a more heterogeneous European Court of Justice-with respect to the production and the role of European lawall of this in clear contrast to the United States (see Douglas-Scott [2002, chap. 5] on the heterogeneity of the members of the European Court of Justice).
Duplication of costs and mistakes in harmonization should not be neglected in evaluating harmonization or unification. There is evidence that in certain areas of the law, the existing failure of regulatory reforms may just reflect the substantial importance of those effects (see Hertig [2000] on financial markets).
We have assumed implicitly that there are no ex ante bargaining failures once countries enter a political and legal process that will achieve harmonization of certain legal regimes and practices (we have acknowledged ex post failures by which countries agree with the new regime but defect after that). Our assumption is based on the idea that the role of a third party is precisely to ensure bargaining success, which makes it quite different from convergence, in which a third party does not intervene. Nevertheless, as American and European legal history shows, the political process underlying legal harmonization is subject to successes and failures. A third party (even in the role of federal government or an international organization) is no guarantee of bargaining accomplishment.
FINAL REMARKS
Previous literature has recognized the importance of competition in the supply of legal rules as a major determinant of the evolution of law. The pressure generated by migration to more favorable jurisdictions and network externalities has been used to explain convergence and the socalled transplant effect. In this paper, we argue that countries hesitate to modify their laws toward another country's regime because they hope to free ride on the efforts of the latter to modify their laws toward convergence. Unification (by transplant) and harmonization (by convention) of legal rules emerge as obvious corrective interventions to a coordination failure, thus solving the free-riding problem. However, unification and harmonization could also be serious policy mistakes either because convergence is absent, given very high costs of adjustment or because of agency costs. The nature of these costs may well justify some harmonization in some areas of law, but it may also effectively protect other areas of law from inefficient harmonization. Different legal realities may coexist because of different preferences as well as technological constraints (in this context, institutional design and rent seeking). Unification and harmonization should tackle the latter but not the former.
It may be helpful to conclude with some thoughts on how our results might be extended to a multicountry framework. Complexities exist in a multicountry framework that are absent in the two-country model. For example, the lower the cost of going to a particular regime as more countries use that regime, the quicker a given country can make its regime the standard in sequential interaction with various countries over time.
8 Nevertheless, legal convergence could be more difficult in the early stages because there are more alternatives available; that is, the multitude of countries could increase the transaction costs of switching significantly above those arising in a two-country model.
8.
For example, Ogus (2002a) treats legal culture as a network, reducing the costs of communication and adherence.
